Sent By:

FRONTIERS OF FREEDCM ; 703 527 8388; Jan-31.00 6&:18PM;

Robest. A Syighe-
From: Bob SPEIR {Hob SPEIR at po-03] an behalf of Bob SPEIR
Sent; Tuesday, Juy 15 1987 2212 PM
To: John Northington
Subject: Ref3] Oil Vaigation

Pwitty,

Reply Separator
Subject  Ref2} Of Vaigation
Author- John Northington at CP-01
Dats: T116/87 2:00 PM
Bob:

Thanks for the updata ]i'm mciined to agres with your cbservations about hindreing the state’s

afforts at satiements wi companies. Keep me postad. Kyle is lesving for Moscow at the

ang of he week and | wa

t to have a deciaion mada on whether to comrient or not bhefore ha
comment is August 2™ | believe. Can you have something 1 me

tOMOoTow p.m.? \
John :
I
‘ Reply Separator
Subject  Re: Qil Valuation
Author. Bobk EPEIR at po-03
Data TH15/9T 12.4¢ PM

Have not written anyth
"Proposad Rue” ags of
ingial feeling is that MMS
market price rule when o

i have gone a iitte fa
it seemns that Bob Arms
Chevron. Other actions
Arco and Texaco), Loui
Morris Leiry from New
discussion 3t the Wes!

My overall impresajon
companies to pay up @
weigha in on behall of oif
States curmantly have u

g up yat becausa | have not fully digested the changes betwean the
nusry 24 and the “Supplementary Praposed Rule” recently issued. My
At too far in absotving companies from paymant under the Imputad

s axchanged.,

by way of talking to some State peopie about actions they are taking.
g may De hearing from Gary Mauro about Texas's negotiations with
undsrway in New Maxico (settiements aiready accomplished with

na, and Montana (in addition to Alabama, which we discussed eariler).
indicatad that the royalty valuation issue will be a topic of

States Land Commissionsrs’ mesting in North Dakota in two weeks.
that the States ara having same degres of success getting the larger

r agree o market basad valuation for rayatty oil. it seema that if DOE
producers and against MMS's new regs, wa may disnipt activites

erway. This adds to my overall concamn about our involvemnent.

Reply Separatar

Subject  Cf Valuation
Author: Joh

Date: 71597 1O _

Per our conversation
Johkn f
8-5085 ?

Northingtan at CP-01
AM

last week, got anything ready for me to look at yat?
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From: g éﬁElR

703 527 8388, Jan-31-00 6:19PM;

b SPEIR at po-03) on behalf of Bob SPEIR

Sent: Friday, Juty 18, 1997 7:18 AM
To: JOHN NORTEHINGTON

ce: JOHN PYR
Subject: MMS Roya

)

regoTeTnt,
John

Agein my apologics
arguments pratty weil,
much.

L, Carmen DIFIGLIQ; Gay LESUE
I Regulations

being 3o iata on this; the RPPR reporct intruded. | think it lays out my
iot more coukl be aaid and shown quantitatively, but thia may be too

Paper copy follows. Use as you wish.
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y Page 11
MEMORANDUM FOR: KYLE SIMPSON DQD
THROUGH JGRIN NORTHINGTON
FROM: ROBERT A SPEIR

SUBIECT:

This is in response 1o John No
stemming from MMS's recent
regulations. As you may recall,
underpayments in Califormia. T
reguiations.

Over the past few months, o1l p
encouraged DOE to submit neg

proposed revision of its federal
“revised” regulations that are,

My recommendation remains t ¥
logical compromise between 0
producing industry. On ane

E Comments on Minerals Management Service’s Proposed
lations

fington's request to provide an interpretation of the issues

anges to its proposed rewrite of its federal oil royalty
represented DOE in the two-year evaluation of royalty
at study's findings led MMS to conclude that it must revise its

ducers’ associations and their members repeatadly have
tive comments to the Department of Interior on MMS’s

hil royalty regulations. The associations have offered their own
bon inspection, only shightly altered from the current regulations.

it DOE pot comment on the proposed regs. This is, 1 believe, a
I duty to the taxpayer and DOE’s close essociation with the oil
agd 1 believe that DOE shouid support MMS’s attempts to get

fairer taxpayer value from its off leases. On the other, positive comments will antagonize

independent oil producers--whigh DOE has tr

oil industry. 1 recommend the

changes to the proposed regulagi
firmly behing the changes. Toge

omment strategy with increasing refuctance. MMS's latest

ons probably leave loopholes, and some say that the ataff is not
these observations suggest that MMS is weakening under

the industry onslaught and may{nced to be propped up by another cabinet agency.

It has appeared from the start
on MMS's initintive, are actin
Recently it has become eviden
same reason as the large integrg
independents pay federal oil ra

propuscd 1cgs iudicates that thy

aditionally viewed as its primary constituency in the

at the independents, in taking the forefront of the lobbying attack
din large part on behalf of the large integrated refiner-producers.
| that the larger independents oppose the new MMS regs for the
ed producer—refiners. That is, just like the majors, a number of

ralties based on a valuation that is less than what they get for it in
sales or exchanges. The new 1pg
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contract as a market mndex, at thie same time they were acting to compronusc its accuracy. Asan
integral part of the effort againg the new regulations, the companies blocked at the Office of
Management and Budget (OMB) MMS's attempts to ciear an information gathering form on
market price differentials. Congurrently, but in different venues (e.g., at DOE), they argued that
oil valuation using market indi gps cannot work because MMS cannot reliably determine market
price differentials. Since they §ave not proposed a viable alternative, one can only conclude that
the attack on the NYMEX prict index is largely 2 sham, and that the companics” primary
objection is paying royalties onltheir real receipts.

In effect, the independent prody
regulations have substantially
trading activities than they use

cers’ complaints about the “duty to market” language in MMS’s
pufinmed that they are receiving higher revenues through their

a basis for computing and paying federal royalties. They say
that the “duty to market” concqpt is new and permits the federal government to share in the
companies’ marketmg “profits’] without having to participate in the market itself This is not
correct; the “duty to market” fdderal royalty oil, if the government chooses to receive royalty
payments, has always been a rejuirement of lessees. The Interior Department’s Board of Land
Appeals (TBLA) has so ruled ajjumber of times, citing a 1961 court action (California Co V,
Udall, 296 F 2nd, 387 D.C. Ci

are’

. The most nignificant of the re

1l under a competitive call, gross proceeds for this sale may be
5. A competitive call is one in which the buyer has a nght to the

0 If a lessee purchased of] from another company in the preceding 2-year period, the January
reguiations would haverequired use of the imputed (e g, NYMEX-based) valuation for
royaity payment. This has been deleted

oil received in the ex

ge as the bans for computing royalties {adjustments for location
and ol quality are pe:

itted). However, the imputed method must be used:

These changes effectively accdmmodate the smal! independent producers by allowing them to pay
royalties on a “grass procced.T " basis—i.c., what thcy actually receive for their oil. It even allows

. them to do a small amount of trnding.

Nevertheless, these changes hhrdly affect the large independents and the major integrated




Sent By:

»

FRONTIERS OF FREEDOM ; 703 527 83848, Jan-31-00 6:20PM; Page 23/29

Page 31

companies. That is, if the prod arm of a company transfers crude oil to the affiliated trading
company, royalties must be paidjusing an imputed basis. This seems to affect most of the large
independents and all the majors.| However, note that this may not be as stringent as it sounds for
smaller comparues. If a corporation has a production division and a trading division, and they are
both parts of the same companyl(not separate but affiliated companies), [ believe that the rules
could be interpreted to permit the company to pay royaities based on gross proceeds of a sale
But they could not shicld profit] from royalties in the trading division. It follows that the
companies are not satisfied withf the proposed changes.

What are the next steps for the pompanies? [t seems obvious that, as long as the regulations are
only “proposed,” the companicy can continue to pay on their oid basis—so they will continue to
scek extensions of the co period and other delays When there 18 no further course of
action availabie, they will sue. At the same time, the larger companies are attempting to deal wath
a multitude of suits by States oyer the same underpayment problems. 1t is likely that their total
potential ‘exposure to claims made by States and other royalty recipients is much larger than it is
to the U S. Government, Clearfy the companies would not want the Federal Government to
recognize the nationwide undegpayment problem formally by changing its royalty regulations
while they are in the midst of fighting off other royalty holders. For this reason, we should not
expect that any DOE commenty that are only moderately supportive of the industry to help

decide to withdraw its propos

. As a matter of public policy, however, such an action should be
out of the question. |
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Robost A

From: Bob SPEIR [Bpb SPEIR st po-03] on behatf of Bob SPEIR
Sent Fnday, July 2§, 1997 11:30 AM

To: JOMN NORTHHNGTON

pu tions for Kyim:

1.

2.
3

Conversation with C. Quarterman

Any indication stwller independants that they are content with the changes made
that allow them tdj pay based on gross proceeds?

Are lurger indepefdents likely to continue t hold out for their suggestad rules {which are
very sirnilar to the cutrent rules that MMS proposes 1 changs).

If MMS accapted the independents’ counter proposal, MMS wouid either have : @)
accept what they Bay the cil is worth, b) obtain information on local market prices to

check royalty payments, or 3) do more audits. Does it have the resources to do any of
thesa?

companies (on thp
adjust NYMEX pd
What is MMS do
inkind? Canitp
encugh quantitie
5t. James) cheay
shore?
What are the plahs for implementation? |s that the next step, or is there a trial pericd to

test the new reg 4

proposed MMS price form} what is the MMS plan to gather data to

#s io reprasant wellhead values for Federal oil,

g tv addrass the companies’ demandsa that the Govemmaent take its oil
t its onshore (e.g.. in Wyoming, North Dakota, etc.) cil together in large
to maka it marketable? Can it get offshore oll to trading centers (e.g.,

y, ar would it have ta pay axorbitant pipeline charges o move it to
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:
' Royalty Valpation of Crude Qil: Options to Poste o, l
Iscue: Should thf MMS alter its royalty valuation procedures for cruds
from Feddpal lands to eliminatc posted prices as a measuse of wi
Options: (1)  Mgasure value by reference to NYMEX closing prices. e
(2)  Mpasurc valuc by refetence 1o spot prices fora markcr cruc(c
(3)  Mgasurc vatue by reference ta a market batket o.t]g
(4) Cdntinuc to use a gross proceeds amscpr. uire indcpcndcmly
ited annual statements be sub cemfym a&:unc 'Ihe audltmgh

Recommendation: Because crude markets differ gmg"a

would share financial respor]
Btinue current practice of accePtin

()

through ($) should be used to value cmdq@l‘ rroynlty purposes. Different
kets may require differens medsures. m 'the States recognize the
problems{posed by reliance on posted prices and haw: :lrcady started to move to
other basgs, MMS should take ad‘fanl:aﬁe 5f the St.me Incpcm:nccs Basing the
approachfon State methods wil aso i}nmhﬁ’cmnp]:gmc for industry.

Cry

s of the mcasu:rc(’s) selected WS"&!}OP[A require lessees o submit
tly audited” *afnual statfmcnu by-an MMS approved firm, certifying
ave bee %ajd on al ipts aMéuted to the production of crude

to the l;ncuure of vaite selecttd. To further ensure the reliability of

fate Budits] the audltl_gg/ﬁfmci ou!d share financial responsibility for

,,?u F-i?s:fgnder o éi)tﬂ"ﬁl; addition’ "hclplng 10 solve the underpayment problem, ’

u‘i}te _,mﬂu-l statements should significantly reduce the need for and

Magmtude of Undc O-' ecﬁ'ons An interagency task foree formed to examine the magni-

tude of f M P ollections in California has estimated that the under payments
have expfbded $250 million since 1978 alone. The recent settiement with the
fAlacks, for the years 1977 - 1991, was more than §3 billioo in taxes and
with royalties representing between $800 - $300 million. The
t of Epergy has estimated that the continuing short-fall. exclusive of

od Californis, is in excess of $80 million annually, exclusive of interest.

indhlstry consultant who has been working with the States to address the
uation issue estimates the undervaluation as between 3 and 10 percent of
{evenues. Based on total annual oil royalty collections of about $1 bhillion,
der collections would mnge from $33 million to $100 million annually.

total
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Royalty Valuation 4f Crude Oil: Options to Posted Prices Page 2

State Position(s): States have tecognized the problems posed by relisnce on posted prices
i for seve | years, and are currently in vanious stages of (1) settlement or litigation
relative 14 prior under payments; and (2) modifying procedures or vqlmuon bases
to avoid groblems in the future. Those States who also share roynltx Tevenues
from proguction on Federal lands are requesting change ’mw procedures.

Industry Position(s):] Some iarge companies have volquniy nitig ad uﬂlemems with State
md privae royalty owners to pay the d:ﬁbmu in ug es betwee“ n the myalucs

past based on postcd prices, nnd royalticshased on Whlt thc cum’p‘{ny

ved, plus interest and pcnaltﬁs. NoAlch offers appeaﬂo have been

0 the Federal government. Dth%? 13‘;:, mtcgmled pmd\x:u*s (a.s well as
their trad assocmhcms) have declm:d to cnmmcnl duc to the current litigation by

hased onfsomething other than posted nc-es could r:sull in & requircment to pay
royalties pn “phantom rcvcnucs-,:.- the daﬂ'ermcc b:twuén the measure of market
value ang the posted price lhcy may bctfqrced W0 p.cccpl
ﬁ' ¥
Current Status:  OaPecember 20 01995, MMS issued Pﬂvmcc Notice of Proposed
Rulemalqrng mquesting COmmmfs on the ust of posted prices.

Backgrou nd

R o 'vr‘ oy
Most Federal Imm 8 propvide that’ & rgyalty be paid on the amount or value of the oil produced
from or lttmbuubl; fo Beder lﬁxn?; ‘value of production is defined by the Secretary of the
Interior in rc‘guhhon j’ . & market value of the production. The r:guhnom ulau

pmwde tha.t value can’

} This paper does ot address tha consistancy of the current regulations with collecting reyalty ou a basis of
market valug, nor whether § regulatory changc is required to easure that this i the cast. That determination must ba
made by the Solicior. of thiz paper it to explain why posted prices sre mar an appropriate measure,
and to identify approaches fthat are appropriate to messuring market vaiue.

i

Work in progress, Jung 17, 1996.

|
s [
|
]
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Royalty Valuation of £rude Oil: Options to Posted Prices Page 3

!
Simply stated, posted pricey arc the result of management decisions not the result of market
transactions and thus, althqugh they may be responsive to changes in market values, there is no
reason to believe they wiileorrespond to market values. Posted prices may be most easily
understood by companisonfic the “sticket price” on a car. Particularly 1f 2 refiner [ﬁmhm:s a
large portion of its crude i§ the open market, and knows it must ncgohau!' for the best price, the
difference between the ] market value and the posted price may bé- “Substéntial. The
ncgotmed arm’s-length prjce will reflect a premim or bo @id mi‘ddmbn to the posting.

This is commonly refi 10 as p+. Prices in the p+ marKet may vary« y;:lb changes m tbég;
futures market, and are puplished daily along with the ppices changes in the

: . d
L G buylscll purchases and sales

of like or similar quality chudes are simultancously bou {3 n.ud 1d by a company, often as a
method of transporting the crude from one location 10 otﬂe?' A differental in price is typically
assurned to be a location differential, and oftcn dcdnc!.cd fro ‘Exc fmal sale price, as a transporta-
tion cost allowance, unded MMS regulations, to _ﬁfﬂ the value for Federal roya]ty purposes.
This type of tfansaction, dvm if between "unrelats €3, gf opposmg cconomic interest™ 13 not
price sensitive, and thus qrnnot be com:dcwcﬁfs refice mmkt:t valuc Specifically, neither
the buyer nor the seller inja buy/sell has afy mt:rtsﬁ'h qpnr.c at cither the buy ot the sell
points in the transaction. [The mcnuon’é;r focusedOuly on the price differential. Thusa
transaction booked at 8 $§ buy and a‘%lo sell colild justas Saslly have taken place at a $16 buy
and $1R sell, or $4 buy 2 ‘- $6 sclﬁSmcc thc%nly economic content to the transaction is the
difference in the buy ‘ i1 pritex, no infqugg: w0 et valuc may be drawn from this
tmnsacuon for royalty p ';- gses !

A common transaction in

Work in progress, Junﬁ 17, 1996.
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Royalty Valuation of #.‘rude Oil: Options to Posted Prices Pape 4

Similar to the buy/sell is the exchange. This is simply an exchange of one crude for another,
where locations and/or quakities of the crudes exchanged may differ. As in the case of the
buy/sell, the only economig content to the transachion 13 the location and’or quality differcotials.

The “value” at which the ction is carried on the books cannot be intcrpn:tedﬂi'a marke!

value. Thus, again, an exchange based on pastings is not evidence that the posting is the market
value, even if between latced parties of opposing economic \ntcr:sr.,f'yg;;“
‘ 6‘.

its complexity, assume that he fair mmm& of # barrel of t@

$21 at market in Cushing, Oklahom wheie NYMEX s¢

a location differential. The n}duccr ﬁ‘my sell its cnn:le W m-&'
unrelated buyer for 516 injthe ficld. exchanging it for o :ix Cushmg at $17. The buyer is, of
course, indifferent since $4 loss realized in Cushing (nl SIT) to make the exchange is
offset by the additional $4{profit in the field ($20 - 316 & of transaction is not

uncommen cven when thetbuyer 1s a refiner located ncar the ﬁc\ ‘whm the appearance is that
the purchase i$ a simple pgrchase of crude to be rcfmcd‘ 3&*

To illustrate the problem,
crude is $20 in the ficld

-6re
based. The $1 difference

A further complicating fagtor may include lhc ﬁddmon of morc nmcs to the transaction. Instead
of the bilateral transactior] just described, the lransa(,tlon mn; mvolv: three or four

“economically unrclated” pames Su ‘éhgnulu papy tm.nsué-uom would make audits extremely

difficult, ‘ M ‘é‘y

A additional complicating

fuctmﬁn trying to, 3 infer value from posted prices is the manocr in
which oil propertics may cbought and aold ‘?§n1ca and farm-out agreements, usually between
large mu::grut:d companii sand mdependenu ‘often contain a “call” provision. The “call” clsuse
altows the scller of the ph '},9..@‘1} on the production from the buyer at posted prices. This is
cﬁ’eclwcly a ﬁnnncmg : hmism ﬂ]owmg the independent purchaser to buy a property it

affo B, lt :ugmﬁcarﬁ]y complicates the 1ack of trying to relate posted prices
e : l_[u:c it may be necevsary 1o analyze resl estate trARSACtiONs to
determine’if fair market #aluc vas obtained in apparent cash transactions between “unsclated
parties ofopposmg econfng _ﬁ:ﬂ:ﬂ.“ That is, fair market value can only be inferred from
bin not obligated buyers and sc!]ers of opposing cconomic interest;

fbed are an artifact of a focus on the market transactions rather than on
mmon thread in the transactions is that they ultimately remalt in some

et center, usually Cushing, but St. James, La_ or other recognized
market. This market reference is imponant 10 the parties to assure themselves of the value. Thus
the determination of mafket value may be simplified by focusing directly on the value at the
tarket center, and adjugting for the known location and/or quality differentials.

type ofexdmnge.n an

Work in progress, Junefl 7, 1996.

E

;
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Royalty Valuation of Crude Oil: Options to Posted Prices Page 5

Valuation Based On WYMEX Closing Prices

Valuation Based on Marker Crude Spat Prices £

Continued Reliance Posted Prices

Work tn progress, Junc%l'”, 1996,




